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The "complete liquidation" of a corporation is looked upon with
favor by our tax laws. The liquidating corporation can escape recognition of gain on the sale of its assets.1 Moreover, a "liquidating
dividend" is not treated as an ordinary dividend but is instead equated
with a sale of stock. 2 Shareholders are thus permitted to withdraw
earnings and profits at favorable capital gains rates and avoid the
more onerous ordinary income rates normally applied to dividend
distributions under section 301. In addition, the property distributed
in the liquidation acquires a new basis in the hands of the former
shareholders. 3
It is not surprising that taxpayers have sought to achieve the
considerable tax advantages of a complete liquidation by casting
their transactions in that form. "Reincorporations" are one attempt
to obtain this favorable tax treatment. They consist of a related
series of transactions by means of which shareholders in a "liquidating"
corporation surrender their stock in that corporation and wind up
with stock in a new corporation and liquid assets. The new corporation, however, is merely a "reincorporation" of the old. The purpose of the transaction is to withdraw the old corporation's liquid or
non-operating assets from corporate solution as a "liquidating dividend," although the business previously conducted continues to operate within the shell of a new corporation. A complete liquidation,
however, characteristically marks the termination of the enterprise in
corporate form. The subject matter of this article is whether the
purported liquidating distribution should be taxed as such or
whether it should be subject to quite different and usually more
4
onerous tax treatment.
*B.S. 1959, University of Florida; LL.B. 1962, Harvard University.
1. See INT. REv. CODE OF 1954, §337.
2. See INT. REV. CODE OF 1954, §331.
3. See INT. REv. CODE OF 1954, §334 (a).
4. See generally Bakst, Does Dissolution Followed by Reincorporation Constitute a Reorganization?, 33 TAXES 815 (1955); Grubb, Corporate Manipulations
Under Subchapter C: Reincorporation-Liquidation,28 U. CING. L. REv. 304 (1959);
MacLean, Problems of Reincorporation and Related Proposals of the Subchapter
C Advisory Group, 13 TAx L. REv. 407 (1958); Rice, When Is a Liquidation Not
a Liquidation for Federal Tax Purposes?, 8 STAN. L. REv. 208 (1956).
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The basic reincorporation transaction may take the form of
(1) a transfer by a corporation of its operating assets to a
newly organized corporation in exchange for stock in the new
corporation, followed by a liquidation of the transferor;
(2) a "sale" by a corporation of its operating assets to a
newly organized corporation controlled by the same shareholders, followed by a liquidation of the "selling" corporation;
or

(3) a liquidation of a corporation followed by a transfer or
"sale" of its operating assets to a newly organized corporation
controlled by the same shareholders.
In each of the three forms of the reincorporation transaction nonoperating assets are withheld from the new corporation. The dominant purpose of the transaction in each instance is to withdraw these
liquid assets from corporate solution at capital gains rates rather
than distribute them as ordinary dividends.
Under pre-1954 law, the benefits of a liquidation generally were
denied on the theory that the transaction was a reorganization under
section 112(g) (1) (D) 5 - the transfer by a corporation of all or part
of its assets to another corporation, controlled by the transferor or
its shareholders. Liquid assets, distributed in the purported liquidation of the transferor and not reincorporated, were accordingly
taxed as "boot" having the effect of a dividend in accordance with
express provisions of the 1939 Code.6 The House version of the 1954
Code specifically dealt with the problem of reincorporation in a
manner that would have made it unnecessary to classify the transaction as a reorganization. However, the provision was deleted by
the Senate, and the Conference Report stated that s
5. Int. Rev. Code of 1939, §112 (g) (1) (D), 53 Stat. 40 (now INT. REV. CODE O1954, §368 (a) (1) (D)). This type of reorganization is commonly referred to as a
- (D)" reorganization.
6. See Int. Rev. Code of 1939, §112 (c) (2), 53 Stat. 39 (now INT. REV. CODE OF
1954, §356 (a) (2)).
7. H.R. 8300, 83d Cong., 2d Sess. §357 (1954). The House bill provided that
when shareholders received assets in the liquidation of a corporation, and within
five years transferred more than 50% of such assets (other than money or stock
and securities) to controlled corporations, then, unless the taxpayer could establish
that tax avoidance was not one of the principal purposes, the assets which were
not reincorporated were subject to dividend treatment and the successor corporation received the assets transferred at the original corporation's basis. Apparently
the provision covered only reincorporations which followed a liquidation and was
inapplicable where the operating assets were reincorporated prior to the liquidation.
8. U.S. CONG. CONFFRFNCF RFPORT I.R.C. 1954, H.R. RFP. No. 2543. 83d Cong..
2d Sess. 41 (1954).
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"[A]t the present time the possibility of tax avoidance in
this area is not sufficiently serious to require a special statutory
provision. It is believed that this possibility can be appropriately disposed of by judicial decision or by regulation within
the framework of the other provisions in the bill."
Because of the changes in the definition of the (D) reorganization
introduced by the 1954 Code, this optimism may not have been warranted. The 1954 Code significantly limited the scope of the reorganization provisions by adding the requirement, in section 368 (a)(1) (D), that the transfer of assets be accompanied by a distribution
of stock which qualifies under section 354, 355, or 356. Section 354
applies in the case of (D) reorganizations only if the transferee corporation acquires substantially all of the transferor's assets. The requirements of section 355 can be satisfied only if both the transferor and
transferee corporations continue to engage in the active conduct of a
trade or business. Section 356, the boot provision, applies when the
substantive requirements of sections 354 or 355 are met but when
"money or other property" is received in addition to stock. By restricting the definition of the (D) reorganization to transactions
which meet the requirements of sections 354, 355 or 356, the 1954 Code
denied tax-free reorganization treatment to situations in which less
than substantially all of another corporation's assets are acquired and
only one business is involved. In so restricting the scope of the (D)
reorganization, however, the 1954 Code made it difficult for the Commissioner to attack reincorporation transactions on the basis of the
convenient boot provision. Prima facie, the organization of the new
corporation would appear to be tax-free under section 351. The dissolution of the old corporation in turn might appear to qualify as a
complete liquidationY
The Commissioner, however, has not conceded the inevitability
of such favorable tax treatment. The regulations under section 331
provide that:' 0
"A liquidation which is followed by a transfer to another
corporation of all or part of the assets of the liquidating corporation or which is preceded by such a transfer may, however,
9. There would be no carryover of earnings and profits. See INT. REV. CODE OF
1954, § §312 (i), 381 (a). When the reincorporation takes the form of a "sale" at
market value, the new corporation's basis in the assets will be its cost. Otherwise
the new corporation will acquire the basis of its transferor. When there is a
liquidation followed by a reincorporation, the shareholders of the dissolved corporation are the transferor and their basis is the fair market value of the assets. See
INT. REV. CODE OF 1954, §§334(a), 362 (a).
10. Treas. Reg. §1.31-1 (c).
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have the effect of the distribution of a dividend or of a transaction in which no loss is recognized and gain is recognized
only to the extent of 'other property.'"
This regulation suggests that the distribution of non-operating assets
will not be accepted as a liquidating dividend but will be taxed either
as an ordinary dividend under section 301 or as boot distributed in
connection with a reorganization under section 356 (a) (2). The latter
approach is grounded not on the (D) reorganization, but on the
theory that there has been a reorganization undersections 368 (a) (1)
(E) and (F) - a "recapitalization" and a "mere change in identity,
form, or place of organization." Moreover, in recent revenue rulings
the Service has announced that the liquidation sections will not apply
when the assets of the "liquidating" corporation are transferred to
a corporation with a substantial number of shareholders in common.Before evaluating the likelihood that the Commissioner's contentions
will be successful, however, it is necessary to examine the law as it
existed before the adoption of the 1954 Code.
REINCORPORATIONS UNDER PRE-1954 LAW

A transfer of part of a corporation's assets to another corporation
controlled by the transferor met the statutory definition of a (D)
reorganization under the pre-1954 law. In early decisions, the Board
of Tax Appeals refused to include a subsequent liquidation of the
transferor as part of the overall plan of reorganization. 1- But later it
came to be recognized generally that a "reorganization may encompass
as one of its incidents the liquidation of one of the corporations a
party to the reorganization."13 The liquidation was therefore no
longer regarded as a separate transaction.14 Taxpayers then took the

I.
See Rev. Rul. 61-156, 1961 INT. REV. BULL. No. 34, at 10; Rex. Rul. 56-541.
1956-2 Cwi. BULL. 189.
12. In Rudolph Boehringer, 29 B.T.A. 8 (1933), decided under the Revenue

Act of 1928, a corporation transferred all of its assets, except $50,000 in cash, to
a new corporation in exchange for all of its stock. The stock was then distributed
to the shareholders of the transferor. A month later the transferor was liquidated.
The Board treated the transaction as a tax-free spin-off followed by a liquidation.
See North Am. Util. Sec. Corp., 36 B.T.A. 320 (1937). These decisions relied upon
the fact that the stock of the transferee was distributed by the transferor and not
exchanged for its stock. They did not survive the repeal of the spin-off provision
in 1934. See S. REP. No. 558, 73d Cong., 2d Sess. 16 (1934).
13. Lewis v. Commissioner, 176 F.2d 646, 649 (1st Cir. 1949). See Suivaunt
v. Commissioner, 162 F.2d 753 (8th Cir. 1947); Estate of Hill, 10 T.C. 1090 (1948).
14. See, e.g., Love v. Commissioner, 113 F.2d 236 (3d Cir. 1940); Heatley Green.
1 CCH Tax Ct. Mem. 297 (1942).
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position that there could be no reorganization. since the transaction
was motivated by a "shareholder purpose" and not the "corporate
purpose" said to be required by the Gregory5 case. Opinions in the
Tax Court had made such a distinction?16 But the argument was
laid to rest in Lewis v. Commissioner by Judge Magruder's remark
that "to seek to differentiate between 'corporate purpose' and 'shareholder purpose' is unrealistic and impractical ..... ,,7 Accordingly it
was held that the "business purpose" test was satisfied if the new
corporation continued to engage in business activity.18 The transaction qualified as a reorganization and any "money or other property"
distributed by the transferor corporation was taxed as boot having the
effect of a dividend under the predecessor of section 356 (a) (2).
The language of the statute made the provisions taxing boot as
a dividend inapplicable unless the liquidating distribution included
stock in the transferee corporation.19 When the transaction took the
form of a "sale" to a newly organized corporation, the surviving corporation's stock did not pass through the old corporation and then to
its shareholders. Stock in the new corporation was received directly
in the course of its organization and the liquidating dividend consisted entirely of excess cash and other liquid assets. Yet taxpayers
fared no better by casting the reincorporation transaction in this
form.20 In Liddon v. Commissioner2- the court regarded the creation
of the new corporation as part of a plan of reorganization. It rejected an argument based upon a literal interpretation of the statute,
saying that "although there was not a direct exchange of stock in the
old corporation for stock in the new plus 'other property or money'
that was the net effect of what was done."22 The same result was

15. Gregory v. Helvering, 293 U.S. 465 (1935).
16. See, e.g., Louis WelIhouse, Jr., 3 T.C. 363 (1944).
17. Lewis v. Commissioner, 176 F.2d 646, 650 (1st Cir. 1949).
18. See, e.g., Lewis v. Commissioner, supra note 17; Survaunt v. Commissioner,
162 F.2d 753 (8th Cir. 1947); Estate of Hill, 10 T.C. 1090 (1948). However, reorganization treatment was avoided when the new corporation was organized
solely to hold and dispose of the assets distributed in liquidation. See Standard
Realization Co., 10 T.C. 708 (1948), acq., 1948-2 CuM. BULL. 3. See Tarleau, "Continuity of the Business Enterprise" in Corporate Reorganizations and Other Corporate Readjustments, 60 CoLum. L. REv. 792, 799 (1960).
19. See Int. Rev. Code of 1939, §112 (c), 53 Stat. 39.
20. See, e.g., Pebble Springs Distilling Co. v. Commissioner, 231 F.2d 288 (7th
Cir.), cert. denied, 352 U.S. 836 (1956); Liddon v. Commissioner, 230 r.2d 304
(6th Cir.), cert. denied, 352 U.S. 824 (1956); Walter S. Heller, 2 T.C. 371 (1943),
aff'd, 147 F.2d 376 (9th Cir.), cert. denied, 325 U.S. 868 (1945).
21. Liddon v. Commissioner, 230 F.2d 304 (6th Cir.), cert. denied, 352 U.S. 824
(1956).
22. Id. at 307.
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reached in Commissioner v. Morgan123 even though the assets were
"sold" to an already existing affiliated corporation.
Thus, prior to the 1954 Code, reincorporations involving intercorporate transactions were successfully attacked by the Commissioner
on the ground that there was a reorganization. It made no difference
whether the transaction was cast in the form of a transfer or a sale.

The taxpayer had greater chance of success, however, when the
operating assets were not transferred directly from the old to the
new corporation, but were first distributed to the shareholders of the
old corporation and then transferred by them to the new corporation.
Literally, there could not be a reorganization in such cases because
there was no transfer of assets from one corporation to another. This
was the approach taken in United States v. Arcade.21 There the

court stressed that the old corporation's charter had been surrendered
before the new corporation received the assets. Most courts, however,
did not insist on a formal transfer from one corporation to another.
As long as the assets were reincorporated pursuant to a prearranged
scheme, the terms of the statute were satisfied on the theory that the
shareholders were acting merely as conduits through which title
passed to the new corporation. According to the Court of Appeals
for the Second Circuit, "this transaction may not be treated as two
transfers-one from the old company to its directors and a second
from those directors to the new company-since those two transfers
were but procedural steps used to complete what, in substance, constituted a single transfer.", The same conclusion had been reached
by the Eighth Circuit in Survaunt v. Commissioner.26 Yet, if the
assets were held for a sufficient time before reincorporation and the
shareholders' freedom to dispose of the assets was not expressly limited,
it was possible to avoid reorganization treatment. In Charles R.
Mathis, jl..,2 - for example, the Tax Court held that where the assets

23. 288 F.2d 676 (3d Cir.). cert. denied, 368 U.S. 836 (1961). See text at notes
70-80, in[ra.
24. 203 F.2d 230 (6th Cir.), cert. denied, 346 U.S. 828 (1953). The Arcade case
was recently cited and quoted with approval by a district court in the Sixth Circuit.
Nadeau v. United States, 181 F. Supp. 752 (W.D. Mich. 1960). Other cases reaching
a result similar to that in the Arcade case include Hendricksen v. Braicks, 137
F.2d 632 (9th Cir. 1943), and Glenn v. Courier-Journal Job Printing Co., 127
F.2d 820 (6th Cir. 1942).
25. Bard-Parker Co. v. Commissioner, 218 F.2d 52, 57 (2d Cir. 1954), cert.
denied, 349 U.S. 906 (1955) (in which the court expressly refused to follow the
Arcade case).
26. 162 F.2d 753 (8th Cir. 1947). See Anniston Soil Pipe Co. v. Patterson, 56-2
U.S. Tax Cas. 9613 (N.D. Ala. 1956); Ethel K. Lesser, 26 T.C. 306 (1956).
27. 19 T.C. 1123 (1953), acq., 1953-2 CUM. BULL. 5. See Charles D. Ammon, 44
B.T.A. 1288 (1941). afJ'd sub noma., Cushman Motor Works v. Commissioner. 130

https://scholarship.law.ufl.edu/flr/vol15/iss2/1

6

Schwartz: Reincorporations Under the 1954 Code
REINCORPORATION

were retained by the directors as trustees for the shareholders for nine
months after the liquidation, their transfer to a new corporation was
2
not part of a preconceived plan. 8
In the Survaunt case the court made special mention of the fact
that the "new Corporation here not only took title to the assets of
the old Company, it continued to carry on the same identical corporate business which had been operated by the Company since its
organization in 1927." 29 This language might suggest that the court
intended to impose a requirement that the business conducted by the
new corporation be identical with that of its predecessor when the
liquidation-reincorporation route was chosen. But in cases involving
an intercorporate transfer of assets, the courts have uniformly rejected
the notion that the requirements of a reorganization include the continued operation of the identical business. 30 There is no apparent
reason why this conclusion should be changed because of the manner
in which the transfer of assets is accomplished. The language in
Survaunt probably suggests nothing more than a readiness to find a
prearranged scheme of reincorporation when the surviving corporation continues to conduct the same business as its predecessor and
should not be regarded as establishing a requirement to that effect.
THE REINCORPORATION PROBLEM UNDER THE 1954 CODE

SeparateDividend Treatment
As indicated above, the regulations under section 331 suggest that
a reincorporation transaction may be given the effect of an ordinary

F.2d 977 (8th Cir. 1942), cert. denied, 318 U.S. 756 (1943) (taxpayer unsuccessfully
attempted to sell the assets during the 17-month interval prior to reincorporation).
28. Though the time factor may be important, the various steps in a plan of
reorganization may be separated by several years. See, e.g, D. W. Douglas, 37
B.T.A. 1122 (1938), acq., 1954-1 Cum. BULL. 4 (delay of five years). And once
there is a mental commitment to proceed, a plan exists though the legal compulsion to complete it may be lacking. See, e.g., Avco Mfg. Corp., 25 T.C. 975
(1956), acq. in part, 1957-2 Cum. BULL. 3. But see, National Bank of Commerce v.
United States, 87 F. Supp. 302 (W.D. Tenn. 1949), aff'd per curiam, 180 F.2d 356
(6th Cir.), cert. denied, 340 U.S. 822 (1950). For a discussion of the requirements
of a plan of reorganization, see Manning, "In Pursuance of the Plan of Reorganization": The Scope of the Reorganization Provisions of the Internal Revenue Code,
72 HARv. L. Rav. 881, 910-17 (1959). See also Mintz and Plumb, Step Transactions
in Corporate Reorganizations, N.Y.U. 12TH INsT. ON FED. TAx. 247 (1954); Treusch,
Corporate Distributions and Adjustments: Recent Case Reminders of Some Old
Problems Under the New Code, 32 TAxas 1023, 1032-35 (1954).
29. 162 F.2d 753, 757-58 (8th Cir. 1947).
30. See, e.g., Becher v. Commissioner, 221 F.2d 252 (2d Cir. 1955), affirming,
22 T.C. 932 (1954); Pebble Springs Distilling Co., 23 T.C. 196 (1954), aff'd, 231
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dividend under section 301.31 In addition, the regulations under
section 301 contain the statement that a "distribution to shareholders
with respect to their stock is within the terms of section 301 although
it takes place at the same time as another transaction if the distribution is in substance a separate transaction whether or not connected
in a formal sense."3 2 It is said that this is likely to occur in the
case of a reincorporation. These provisions suggest that (1) section
331 may not always apply upon the termination of a corporate entity,
and (2) a distribution having the effect of a dividend may be treated
as a separate transaction.
The suggestion that a distribution in "complete liquidation" of
a corporation can be taxed as a dividend is not easily reconciled with
the language of the statute. Section 331 (b) expressly provides that
section 301 is not to be applied to any distribution in "complete
liquidation." The argument that the distribution has the effect of
a dividend can be applied with equal force to every liquidating distribution since the corporation's earnings and profits are wiped
clean. Yet ordinarily a liquidation terminates the operation of a
business enterprise in corporate form. When the bulk of a corporation's operating assets are placed in a new corporation under the
same ownership and control, the business enterprise is continued,
though in the shell of another corporation. It may, therefore, be open
to the Commissioner to argue that the transaction is not what is
contemplated by the term "complete liquidation." 33
F.2d 288 (7th Cir.), cert. denied, 352 U.S. 836 (1956); Morley Cypress Trust, 3 T.C.
84 (1944), acq., 1944 Cumr. BULL. 20. According to the regulations under §368,
"requisite to a reorganization under the Code [is] a continuity of the business
enterprise." Treas. Reg. §1.368-1 (b). (Emphasis added.) In Bentsen v. Phinney.
CCH 1962 STAND. FED. TAX REP. (62-1 U.S. Tax Cas.) [9257 (S.D. Tex. 1961), the
court said that the "'continuity of business enterprise', [sic] as used in the Regulations, does not mean that the new corporation must engage in either the same
type of business as the old or a similar business, for if this be the requirement,
then said Regulation is without authority." But see Rev. Rul. 56-330, 1956-2
CUM. BULL. 204. See generally Tarleau, "Continuity of the Business Enterprise"
in Corporate Reorganizations and Other Corporate Readjustments, 60 COLUm. 1.
REV. 792 (1960).

31.

Treas. Reg. §1.331-1 (c).

32. Treas. Reg. §1.301-1 (1).
33. See Bittker, The Corporation and the Federal Income Tax: Transfers to a
Controlled Corporation, 1959 WASh. U.L.Q. 1, 36; Cohen, Surrey, Tarleau, & Warren, A Technical Revision of the Federal Income Tax Treatment of Corporate
Distributions to Shareholders, 52 COLUM. L. REv. 1, 38-40 (1952); MacLean, Taxation of Sales of Corporate Assets in the Course of Liquidation, 56 COLUM. L. REV.
641, 652-54 (1956); Rice, When Is a Liquidation Not a Liquidation For Federal
Income Tax Purposes?, 8 STAN. L. REV. 208, 226-28 (1956). But see Grubb, Corporate Manipulations Under Subchapter C: Reincorporation-Liquidation,28 U. CINC.
L. REv. 304, 326-9 (1959).
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The term "complete liquidation" is not defined in the Code. But
the regulations under section 332 contain the statement that "a status
of liquidation exists when the corporation ceases to be a going concern."3 4 In determining whether a distribution is a liquidating divi-

dend, "the intention to liquidate the business" has been referred to
as the determining element.3 5 Moreover, in reporting the bill which
became the Revenue Act of 1924, the Senate Finance Committee
likened a distribution in complete liquidation to a sale of stock to
the corporation on the ground that the stockholder "surrenders his
interest in the corporation and receives money in place thereof."36
Under pre-1954 law, liquidation treatment was denied a reincorporation transaction on the theory that it was part of a reorganization, although literally the termination of the original corporation
was also a complete liquidation. This approach was facilitated by
a specific reference to the reorganization sections in the liquidation
section. 37 Since the reorganization sections no longer provide a ready
solution, the courts may be willing to apply a judicial gloss on the
liquidation sections apart from whether the transaction qualifies as
a reorganization.
A recent decision in the Fifth Circuit arising in a different context indicates that the courts may be receptive to this type of argument. In United States v. General Geophysical Co.,3s depreciable assets having a tax basis of $169,290 and a market value of $746,525
were transferred by a corporation to two of its shareholders in redemption of their stock. Later that day, the corporation reacquired
the same assets in exchange for corporate notes in the amount of the
fair market value of the property. The corporation claimed a depreciation deduction based upon the fair market value of the assets
at the time of the transaction. The trial judge found that there was
no agreement to retransfer the properties to the corporaion. Nevertheless, the appellate court held that the reacquisition of the assets
did not step up their basis because no real change in ownership had
been effected. Although the transaction had a business purpose and
was not a sham, there was not a sufficient interruption of ownership
to produce a new basis. The court refused to give effect to the formal

34. Treas. Reg. §1.332-2 (c). (Emphasis added.)
35. Kennemer v. Commissioner, 96 F.2d 177, 178 (5th Cir. 1938). (Emphasis
added.)
36. S. REP. No. 398, 68th Cong., 1st Sess. 12 (1924). (Emphasis added.)
37. See Int. Rev. Code of 1939, §115 (c), 53 Stat. 46. The recognition of gain
on liquidation was made subject to §112, the reorganization section. There is no
such provision in the present §331.
38. 296 F.2d 86 (5th Cir. 1961), cert. denied, 82 Sup. Ct. 932 (1962).
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transfer of title to the shareholders because the corporation's actual
control over the property never ceased. The same reasoning could be
applied to deny liquidation treatment when a corporation's operating
assets are reincorporated.
Assuming that the purported liquidation of the transferor corporation is not governed by section 331, the proper tax treatment of
the liquidating dividend is by no means clear. The distribution will
normally consist of stock in the surviving corporation and liquid assets. The Commissioner could plausibly argue that no distinction
should be made between the stock and the other assets; the entire
distribution would then be taxed as a dividend to the extent of the
"liquidating" corporation's earnings and profits. Apart from the reorganization and liquidation sections, there is nothing in the Code
which precludes the distribution of another corporation's stock from
being taxed as an ordinary dividend under section 301. The regulations, however, have adopted a more moderate position. They suggest that the distribution should be regarded as in effect two transactions -a tax-free distribution of stock and a separate section 301
dividend. This approach would achieve a result similar to that
reached under pre-1954 law, but with one important difference. Under section 356 (a) boot can be taxed as a dividend only to the extent
that there is gain on the exchange; but the only limitation to dividend
taxation under section 301 is the amount of earnings and profits of
the distributing corporation.
Judicial support for this approach is apparently derived from the
Bazley case. 39 In that case, the stockholders of a family corporation
turned in their old common stock and received new common stock
and debentures. The excess value of the stock received over the
basis of the stock turned in was not recognized as a gain, but the full
market value of the debentures was taxed as a dividend. The theorN
upon which the Court relied in taxing the debentures as a dividend
is unclear. The full value of the debentures, however, could not have
been taxed on the theory that they were boot distributed pursuant to
a reorganization. Such treatment would have required a determination that the gain realized on the exchange was at least equal to the
fair market value of the debentures. No such finding was made in
either of the lower courts or the Supreme Court. The distribution
of debentures was apparently regarded as a separate transaction
having the effect of an ordinary dividend.
The grounds upon which the receipt of the new common stock
escaped taxation are equally vague. Perhaps the explanation is contained in Mr. justice Frankfurter's remark near the beginning of his

39.

Bazley %. Commissioner, 331 U.S. 737 (1947).
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opinion that the exchange of securities is not the occasion for determining gain when it "represents merely a new form of the previous
participation in an enterprise, involving no change of substance in
the rights and relations of the interested parties one to another or
to the corporate assets."' 0 The Court disregarded the exchange of
stock because it did not affect the taxpayer's interest in the business
enterprise. Viewing the entire transaction, it found that "nothing was
accomplished that would not have been accomplished by an outright
debenture dividend."41 The exchange of stock was alluded to as "an
unrelated modification of the capital account." 42 Similarly, when the
bulk of a corporation's operating assets are transferred to a newly
organized corporation in connection with a liquidation of the old
corporation, the formal exchange of stock in the old corporation for
stock in the new does not alter the previously existing interests in
the enterprise. Except for the liquid assets withheld from reincorporation, the interests of the shareholders still remain in corporate
solution. In substance the new corporation is merely a continuation
of the original. The "transfer of assets" and "liquidation" may be disregarded as mere formalities having no real significance. The new
corporation would retain the tax attributes of its predecessor and the
withdrawal of liquid assets would be treated as an ordinary dividend
distribution.
Treatment as a Reorganization
The regulations under section 331 also suggest that a reincorpo43
ration may be taxed as a reorganization. In Revenue Ruling 61-156,
the Treasury announced that it would rely upon this theory. Advice
was requested as to the tax treatment of the following transaction.
A corporation "sold" substantially all of its assets to a newly organized
4
corporation for cash, notes, and stock in the new corporation.4 Immediately thereafter the new corporation sold fifty-five per cent of its
stock to outside investors. The "selling" corporation was then completely liquidated and the cash, notes, and its forty-five per cent
interest in the new corporation were distributed to its shareholders.
The issue was whether the transaction ought to be treated as a liquidation under section 331 or as a reorganization. The Service ruled that
the transaction was in substance a "recapitalization" and "a mere

40.
41.
42.
43.
44.
quired.

Id. at 740.
Id. at 743.
Id. at 742.
1961 INT. REV. BULL. No. 34, at 10.
The cash was obtained through first mortgage borrowing on the assets ac-
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change in identity, form, or place of organization" - a reorganization
under sections 368 (a) (1) (E) and (F). The facts presented in the
ruling differ in at least two important respects from the typical reincorporation case. First, a substantial stock interest in the new corporation wound up in the hands of outside investors. Second, the
"purchasing" corporation acquired substantially all of the transferor's
assets.
The Service argued that the issuance of stock to new investors
was an unrelated transaction since "the rest of the transaction was
not fruitless without it."
In this respect, it apparently relied upon
the Tax Court's decision in American Bantam Car Co.46 The issue
in American Bantam was whether there was a "loss of control," for
purposes of section 351, as a result of an underwriter's agreement by
which the underwriters would receive a certain amount of stock in
the transferee corporation if they succeeded in selling preferred stock
to the public. The Tax Court held that the requirements of section
351 were satisfied, saying that "the understanding with the underwriters ... was not a sine qua non in the general plan, without which
no other step would have been taken." ' 47 It also stressed that the loss
of control was not imminent from the beginning of the transaction
because it was not certain that the underwriters would sell enough
preferred stock.4s It is not clear from the brief outline of facts in
the Revenue ruling whether the public stock offering was a truly
separate transaction under the rule of American Bantam. But if the
issuance of stock to the outside investors was deemed a separate transaction, there is no reason why the transaction was not a (D) reorganization. The requirement in section 354 that the transferee acquire
substantially all of the transferor's assets was apparently satisfied.
There is no discussion in the ruling why the transaction was not
treated as a (D) reorganization. Perhaps the Service was not satisfied that the public sale of stock was a separate transaction. And, if
the public issue were taken into account, there could not be a (D)
reorganization because the transferor corporation or its shareholders
would then own less than eighty per cent of the transferee corpora49
tion.
45. 1961 INT. REV. BULL. No. 34, at 11.
46. 11 T. C. 397 (1948), af'd per curiam, 177 F.2d 513 (3d Cir. 1949), cet. denied, 339 U.S. 920 (1950).

47. Id. at 406.
48. Id. at 406-7. See Commissioner v. National Bellas Hess, Inc. 220 F.2d 415
(8th Cir. 1955).
49. See INT. REv'.

CODE OF 1954, §368 (a) (1)(D). In Austin Transit, Inc. 20
T.C. 849 (1953), acq., 1954-1 Cum. BULL. 3,the taxpayer was able to avoid reor-

ganization treatment by inducing outsiders to acquire more than 20% of the

new corporation's stock.
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The Service, however, has apparently taken the position that a
continuing stock interest of forty-five per cent is sufficient for purposes of section 368 (a) (1) (E) and (F). According to the ruling: 50
"The fact that the shareholders of the 'selling' corporation
own only 45 percent of the stock of the 'purchasing' corporation . . .does not dispose of the reorganization question. A
surrender of voting control, or ownership of less than 50 percent
of the stock of a newly-formed corporation, does not in itself
mark a discontinuity of interest. .. .It is necessary only that
the shareholders continue to have a definite and substantial
equity interest in the assets of the acquiring corporation."
It is doubtful whether this position will be sustained by the courts.
In Helvering v. Southwest Consol. Corp., Mr. Justice Douglas remarked that "a transaction which shifts the ownership of the proprietary interest ...is hardly 'a mere change in identity, form, or
place of organization.' "51 And although there is authority that a
recapitalization does not require any continuity of interest, the decisions to that effect concerned internal adjustments within the financial structure of a single corporation and not transactions involving
52
more than one corporate entity.
Presumably, the Commissioner is also going to attack the more
typical reincorporation transactions on the ground that there has been
a "recapitalization" and a "mere change in identity, form, or place
of organization." These terms have been part of the definition of a
reorganization since the 1921 Act, 53 but their application has been
limited to a very nanow range of situations. Some doubt exists
whether they can be used effectively in the reincorporation area.
Although the (E) reorganization is described in the statute as a
"recapitalization," that term is not given statutory definition. The
examples given in the regulations, however, all involve adjustments
between a single corporation and its security holders. 54 The (E) reorganization has been confined to transactions which contemplate "a
reshuffling of a capital structure within the framework of an existing
corporation." 55 The effect upon the interests of the shareholders in
50. Rev. Rul. 61-156, 1961 INT. REv. BULL. No. 34, at 11.
51. 315 U.S. 194, 202-3 (1942).
52. See, e.g., Penfield v. Davis, 105 F. Supp. 292 (N.D. Ala. 1952), aff'd, 205 F.2d
798 (5th Cir. 1953); Alan 0. Hickok, 32 T.C. 80 (1959), nonacq., 1959-2 CuM.
BULL. 8.
53. Revenue Act of 1921, ch. 136, §202 (c) (2), 42 Stat. 230.
54. Treas. Reg. §1.368-2(e). Tax attributes are not expressly preserved under
§381 in an "(E)" reorganization. But since only one corporation is involved, the
tax attributes remain unchanged. Rev. Rul. 54-482, 1954-2 Cum. BULL. 148.
55. Helvering v. Southwest Consol. Corp., 315 U.S. 194, 202 (1942).
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a reincorporation may not differ materially from a recapitalization
of an existing corporation. But the fact that more than one entity
is involved may be sufficient to dissuade the courts from treating such
transactions as recapitalizations.6
Transactions that have been handled under the rubric, a "mere
change in identity, form, or place of organization," are even more
limited. These transactions, commonly referred to as (F) reorganizations, are almost exclusively cases in which a corporation, desiring to
change its domicile, forms a new corporation and "merges" with it?7
In Newmarket Mfg. Co. v. United States58 a change in the state of
incorporation was accomplished in this manner and Judge Magruder's
opinion indicates that the transaction was an (F) reorganization. He
stressed that the surviving corporation had the same characteristics
as its predecessor, namely: (1) the par value of the stock was identical
with that of the old corporation; (2) the shares outstanding and the
ownership thereof was unchanged; (3) the officers of the new corporation were the same as those of the old; (4) the new corporation
conducted the same business in the same places as its predecessor; and
(5) the corporate purposes in the new corporation's charter were
identical with those of the old corporation. The limited number ol
administrative and judicial discussions of the substantive requirements
of the (F) reorganization have likewise stressed that the new corporation must be virtually identical with its predecessor. Under section
381 (b) of the 1954 Code, certain restrictions on the carryover of losses
do not apply to an (F) reorganization. Because of this, it maN
reasonably be anticipated that the Service will take a restrictive view
of what amounts to a "mere change in identity, form, or place of
organization." However, decisions limiting the scope of the (F)
reorganization in the area of carryovers are bound to have some pre-

56. In H. Grady Manning Trust, 15 T.C. 930
BULL. 5, a parent holding company was merged into
transaction qualified as a reorganization under the
and (D). But it would seem that the transaction was

(1950), nonacq., 1951-2 Cutxi.
its operating subsidiary. The
predecessor of §368 (a) (1) (A)
also the economic equivalent

of a recapitalization of a single corporation.
57.

See, e.g., Ahles Realty Corp. v. Commissioner, 71 F.2d 150 (2d Cir.), cert.

denied, 293 U.S. 611 (1934); George Whittell & Co., 34 B.T.A. 1070 (1936), nonacq..

1937-1 CuMi. BULL. 53; Rev. Rul. 58-422, 1958-2 Cuxr. BULL. 145; Rev. Rul. 57-276.
1957-1 Cui. BULL. 126; Rev. Rul. 54-193, 195-1 Ct,.i. BULL. 106; I.T. 1152, 1-I
CUM. BULL. 32 (1922). According to Randolph Paul, the " (F)" reorganization "is
so little relied upon by taxpayers that this part of the statute has indeed perished

through lack of use." PAUL, STUDIES IN FFDERAL TAXA'IioN 82 (3d ser. 1940). It
was retained in the 1954 Code, although the House proposed its repeal. H.R. 8300,
83d Cong., 2d Sess. §368 (a) (1) (1954). See Hearings Before the Committee on
Finance on H.R. 8300, 83d Cong., 2d Sess., 539-40 (1954).
58. 233 F.2d 493 (lst Cir. 1956), cert. denied. 353 U.S. 983 (1957).
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cedential effect when the Commissioner attempts to expand the
section to include reincorporations. Although a reincorporation
coupled with changes in the number of shares or the par value thereof will probably qualify as an (F) reorganization, the courts may not
be willing to go beyond the Newmarket model.551
In Revenue Ruling 61-156 the Service also announced that it was
no longer satisfied to tax the distribution of liquid assets as boot
under section 356 (a) (2). Instead, the cash and notes distributed in
the liquidation of the "selling" corporation were taxed as a separate
dividend under section 301. The distinction is more than academic.
Section 356 (a) (2) is applicable only if and to the extent that there
is gain realized on the exchange. Thus, if a shareholder's basis in the
old stock exceeds the value of what he receives in exchange, no tax
is payable even though there are earnings and profits present. By
taxing the distribution under section 301, the Commissioner avoids
this dividend-within-gain limitation; the distribution is taxed to the
extent of earnings and profits- just as if it were a formally declared
dividend.
The Service found authority for this approach in the Bazley case
and the regulations under section 301.r ° In Bazley, however, the
limits of section 356 (a) (2) did not apply because the Supreme Court
did not find that there was a reorganization.61 In Ernest F. Becher,62
the Tax Court treated a cash distribution in conjunction with a
reorganization as a separate dividend. But the Court of Appeals
for the Second Circuit rejected that approach. The cash distribution
was held to be part of the reorganization and thus covered by the
predecessor of section 356 (a) (2).63 The validity of the statement in
59. In Libson Shops, Inc. v. Koehler, 353 U.S. 382 (1957), the Supreme Court
denied a loss carryover to the surviving corporation in a statutory merger because
it did not engage in "substantially the same business." The Service has announced
that it will not rely upon the broad principle of Libson Shops under the 1954
Code. See Rev. Rul. 59-395, 1959-2 Cu. BULL. 475; Rev. Rul. 58-603, 1958-2
CuN. BULL. 147. But it has called attention to the regulations under §368 as a
possible means of disallowing loss carryovers when there is no continuity of business enterprise. See note 30 supra. Thus, if the new corporation operates a
different business, the Service may argue that there has been no "(F)" reorganization for purposes of the loss carryover provisions.
60. See text at note 32.
61. Under the 1954 Code, a Bazley-type exchange would qualify as a recapitalization and the debentures would be treated as boot by virtue of
§§354(a)(2) and 356(d). Yet the regulations under §301 seem to preserve the
contention that they constitute a separate dividend. See SURREY & WVARREN, FEDr.RAL IxcoME TAXATION 1623-25 (1960).

62. 22 T.C. 932 (1954). The court stressed that the cash was distributed a
day before the stock and had never been property of the transferee.
63. 221 F.2d 252 (2d Cir. 1955). "The distributed cash is covered by [§356 (a)
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the regulations that there may be a separate dividend in connection
with a reorganization probably is limited to situations in which a
formal dividend declaration happens to coincide with a reorganization. For example, where the number of shares to be exchanged in
a stock for stock reorganization was based upon the value of the
acquired corporation's assets as of a specified date, and the earnings
subsequent to that date were distributed to the shareholders of the
acquired corporation just prior to the exchange, the Service ruled
that there was a dividend under section 301.64 But where the distribution results from and is an actual part of the reorganization, it
does not seem to be open to the Commissioner to avoid the dividendwithin-gain limitation by arguing that there has been a separate dividend. Although section 356 (a) (2) is difficult to justify as a matter
of policy, the responsibility for remedying the situation should rest
with Congress.-5
OTHER TYPES OF REINCORPORATION TRANSACTIONS

"Sale" of Assets to an Existing Affiliated Corporation
The operative reorganization sections contemplate a distribution
of the transferee corporation's stock. Section 356 (a) is literally inapplicable unless the old corporation's shareholders receive some
stock in the new corporation as part of the plan of reorganization.';
It will be recalled that in Liddon-7 the transaction was cast in the
form of a "sale" to a newly organized corporation and that the
court was not troubled by the fact that there was no direct exchange
of stock in the old corporation for stock in the new. The organization
the reorganization. To
(2)]: It resulted directly from, and as a very part of ...
break up the transaction into distinct steps as the Tax Court did, is, we think,
to artificialize what actually occurred." Id. at 254. See Spirella Co., 5 T.C. 876
(1945), afJ'd per curiam, 155 F.2d 908 (2d Cir. 1946). See generally Manning, "In
Pursuance of the Plan of Reorganization": The Scope of the Reorganization Provisions of the Internal Revenue Code, 72 HARV. L. REv. 881 (1959).
64. Rev. Rul. 56-184, 1956-1 Cu-,i. BULL. 190.

65. Section 356 (b), relating to the treatment of "other property" or money
distributed in connection with a spin-off under §355, provides that boot shall be

treated as a distribution of property to which §301 applies.
66. Section 354 (a) provides that no gain or loss shall be recognized on exchanges
of stock or securities in corporations which are parties to a reorganization.

Section

355 (a) provides for nonrecognition when stock or securities of a controlled corporation are distributed pursuant to its terms. Section 356 is applicable only when
money or "other property" is received in addition to the property permitted by
§354 and §355 to be received without recognition of gain. It does not apply if

the property received consists entirely of money or "other property."
67. 230 F.2d 304 (6th Cir.), cert. denied, 352 U.S. 824 (1956).
notes 19-22 supia.
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of the new corporation and the receipt of its stock were treated as part
of the overall plan of reorganization. But where the purchaser is an
existing corporation and the assets are purchased with independently
acquired funds, there is nothing that is equivalent to an exchange
of stock.
In Emma Cramer,68 the taxpayer was the sole stockholder in four
corporations. One of the corporations purchased the stock in the
other three and liquidated them. The Commissioner endeavored to
treat the purchase price as boot in a stock for stock reorganization
even though the taxpayer received no stock. He argued that where
the taxpayer already owns all of the stock in the acquiring corporation there is no need to issue additional certificates. He urged that
the result was therefore similar to a receipt of stock. The Tax Court
rejected this argument as "too strained to be given serious consideration."60 Yet a similar line of reasoning was recently adopted by
the Court of Appeals for the Third Circuit in Commissioner v.
Morgan.70 There, the taxpayer was the sole stockholder in two corporations which performed services for a mutual fund. One provided
investment advice and the other served as the underwriter and promoter of the fund's shares. The fund decided that it would prefer
to contract with a single corporation for both advisory and promotional services. Accordingly, the fund cancelled the contract with
its former advisor and entered into a similar contract with the corporation that had previously done only promotional work. The advisory
corporation then voted to liquidate, sold some of its furniture and
equipment to the surviving corporation and distributed $214,000 in
cash and bonds to the taxpayer. The Tax Court held that there was
no reorganization because the taxpayer did not receive any stock in
the tranferee corporation during the entire course of the transaction,
but the court of appeals reversed, saying:71
"If the transferor's assets had been transferred to a newly formed
corporation in exchange for stock, there is no question that
the boot would have been taxable as dividend income. That
an existing corporation in which the taxpayer was the sole
shareholder was used instead of a newly formed one cannot
alter the true nature of the transaction. Here, the issuance of
the new stock would have been a meaningless gesture since
the stock the taxpayer already held represented the total value
of all the assets except for the boot."
68. 20 T.C. 679 (1953).
69. Id. at 684.
70. 288 F.2d 676 (3d Cir. 1961), reversing, 33 T.C. 30 (1959), cert. denied, 368
U.S. 836 (1961).
71. Id. at 680.
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judge Hastie dissented on the ground that there was "no logical basis
for . . . finding an exchange of stock within the statutory requiremient without any demonstration that something happened . . .
which was equivalent to a transfer of stock to the taxpayer.''72 Only
where the transferee corporation is substantially enriched by a transfer of valuable assets at less than their market value, he conceded.
might it be properly arguable that the equivalent of a stock transfer
has occurred.
The Morgan case was decided under the 1939 Code and therefore
the (D) reorganization provided a convenient basis for the decision.
Under the 1954 Code, a similar transaction could not be treated as
a (D) reorganization unless the transferee corporation acquired substantially all of the transferor's assets. Even so, it is not clear whether
other courts would disregard a cash sale to an existing corporation.
One commentator, writing after the Tax Court's decision in Morgan,
thought it "the acme of optimism" for the Commissioner to have
expected a decision in his favor on the facts presented in that case.The court of appeals purported to distinguish Emma Cramer without
offering any reason why the results in the two cases should differ.
Instead, it chose to follow Liddon, a case clearly distinguishable on
its facts.
Outside of the Third Circuit, it is unlikely that the Commissioner
will be successful in arguing that the assets distributed in liquidation
are money and "other property" distributed pursuant to a reorganization unless there is something equivalent to an accompanying stock
distribution. The Service has ruled, however, that a recapitalization
can be effected by a charter amendment without a physical exchange
of stock.7' This is probably equally true of the (F) reorganization.
The Commissioner may therefore argue that the acquisition of the
assets of an affiliated corporation changes the quality of the stock
in the surviving corporation, and that this qualitative difference, like
a charter amendment affecting rights and preferences, is equivalent
to an exchange of stock. But the charter amendment, unlike a purchase of assets, is a formal act making it unnecessary for the shareholders to turn in their old certificates and receive new ones; it is
equivalent to an exchange of stock, although technically there has
been none.
One does not find it difficult, however, to sympathize with the
Commissioner's position. Liquid assets with which the surviving

72.

Id. at 681.
Pennell, New Ideas in Disposing of Pail of a Business, N.Y.U. 19TH INSi.
ON FD. TAx. 529, 563 (1961).
7-1.Re. Rtil. 56-654, 1956-2 Cixi. BtLL. 216.

73.
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corporation might have declared future dividends have been channeled to its shareholders through the liquidation of the "selling"
corporation. As in Bazley, nothing is accomplished that could not
have been accomplished by an outright dividend to the surviving
corporation's shareholders. A plausible argument could be made
that the distribution of the sale proceeds is in substance a dividend
to the shareholders of the surviving corporation. Yet it is not likely
to be successful. The same argument has been rejected in a somewhat analogous situation. Before the adoption of section 304, dividend treatment could be avoided if a taxpayer, controlling two or
more corporations, caused one to redeem his stock in another. The
courts conceded that the taxpayer could have had the purchasing
corporation pay out the same amount as a dividend, but held nevertheless that "the taxpayer was not required to take the route that
leads inevitably to the greater tax."75 These transactions now come

within the coverage of section 304. But the application of that section is limited by its terms to the sale of stock. In light of its history,
it is unlikely that the courts will extend the principles of section 304
to the sale of assets without express statutory authority.-6 It seems
equally improbable that the courts will treat the transaction as if
the surviving corporation had redeemed the stock in the liquidating
77
Such a
corporation from its shareholders and then liquidated it.
construction of the facts to bring the transaction within the language
of section 304 would require a court grossly to artificialize what
actually occurred.
Another approach to the problem open to the Commissioner is
the contention that the term, "complete liquidation," does not contemplate a transaction whereby the business and assets of a corporation continue under the same ownership and control, though in a
new corporate shell. Unlike the theory that there has been a reorganization, this approach does not require that there be a distribution of
stock in the tranferee corporation. It should therefore be of no
significance that the transaction is cast as a sale of operating assets
to an already existing corporation. As in the case of a transfer or
sale to a newly organized corporation,"8 there is no real change in
75. Commissioner v. Pope, 239 F.2d 881, 884 (Ist Cir. 1957). See, e.g., Trianon
Hotel Co., 30 T.C. 156 (1958), acq., 1959-1 Cum. BULL. 5; Emma Cramer, 20 T.C.
679 (1953).
76. See Lewis & Schapiro, Sale of Corporate Business: Stock or Assets?, N.Y.U.
14TH INsT. ON FED. TAX. 745, 748-49 (1956); Silverstein, Section 337 and the Liquidation of the Multi-Corporate Enterprise, N.Y.U. 16TH INST. ON FEa. TAx. 429, 437
(1958).
77. See MacLean, Problems of Reincorporation and Related Proposals of the
Subchapter C Advisory Group, 13 TAx L. REV. 407, 418-19 (1958).
78. See text at notes 31-41, supra.
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the form in which the assets are owned or the business conducted.
It could therefore be urged that the liquidation of the "selling"
corporation should be taxed as a dividend to the extent of its
earnings and profits. The Service has already taken the position
that section 337 does not apply to sales between affiliated corporations.- But as indicated above, it is uncertain whether such an argument would be successful in the courts. There is nothing within the
terms of section 331 to indicate that a "complete liquidation" requires anything more than the termination of a particular corporate
entity, whereas there is an express provision excluding dividend treatment to a distribution in complete liquidation. Even so, the legislative and judicial history of section 331 suggests that it does not apply
where the bulk of operating assets remain in corporate solution.
Sale of Stock in Lieu of Liquidation
The reincorporation transactions discussed thus far have involved
the liquidation of a corporation before or after a transfer of its
operating assets to another corporation owned by the same persons.
The vulnerable step in such transactions is the liquidation of the
transferor. The distribution of liquid assets can be attacked as a
separate dividend or as part of a plan of reorganization. A similar
bailout of earnings and profits may be effected, without the necessity
of liquidating the old corporation, by selling its stock to an outsider.,
The stock will be highly salable because the corporation's assets will
consist almost entirely of cash and marketable securities. And although it has the effect of converting dividend income into capital
gain, the sale will probably be treated as what it purports to be. In
a somewhat analogous situation, the sale of stock just prior to its
redemption, the courts generally recognize the sale despite its tax
saving motive.81
The segregation of liquid assets in a separate corporation can be
accomplished by either a spin-off, a split-off, or a split-up. Under

79. See Rev. Rul. 61-156, 1961 INT. REV. BULL. No. 34, at 10.
80. See Bittker & Redlich, Corporate Liquidations and the Income Tax, 5
TAX L. REv. 437, 450 (1950); MacLean, supra note 77, at 411 n.22. If the pur-

chaser liquidates the corporation and the liquidation follows "immediately" after
the sale of stock, the buyer may be treated as a conduit through which the seller
received the liquidation distribution. But cf. Parker v. United States, 88 F.2d

907 (7th Cir. 1937) (refusing to apply §115(g) to an intervening purchaser for
value).
81. See, e.g., Conrad N. Hilton, 13 T.C. 623 (1949), acq., 1950-1 C.uM. BULL.
3; Stanley D. Beard, 4 T.C. 756 (1945), acq., 1945-1 Cu, t. BULL. 1; Clara M. Tully,

I T.C. 611 (1943). acq., 1943 Cumt. BULL. 23. See cases of sale prior to payment
collected in

SURRFr

& WARREN, FEDrRAL INCONIF TAXATION 660
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section 355 certain of these transactions may qualify as tax free reorganizations. But to satisfy the requirements of that section, each
surviving corporation must conduct an active trade or business and
the transaction must not be principally a device for the distribution
of earnings and profits. It is readily apparent that a transaction by
which the operating and liquid assets of a corporation are placed
in separate corporations will not qualify for tax free treatment. 82
But the manner in which corporate separations, not qualifying under
section 355, will be taxed is not clear because there is no express
provision for such excluded transactions.
A non-qualifying distribution of stock in the transferee following
a spin-off of operating assets will be taxed under section 301 because
there is no exchange of stock at the shareholder level.8 3 A split-off
differs from a spin-off in that the shareholders of the original corporation surrender some of their stock in the transferor corporation for
stock in the transferee. The split-off therefore offers a more promising
technique for withdrawing earnings and profits at capital gains rates
while continuing the business in corporate form. Although the formal
exchange of stock has no effect upon the proportionate interests of
the shareholders, the courts have refused to tax a split-off in the
same manner as a spin-off. When Congress repealed the "old" spinoff provisions4 in 1934, the Commissioner urged that split-offs had
also been swept into the field of taxable distributions. But according
to the Tax Court, "the lack of economic effect may exist ...but .. .
Congress has designated the distinction for tax purposes upon the
basis of an exchange ... .
Pro rata split-offs that fail to qualify under section 355 are apparently governed by section 346. To receive capital gains treatment
under that section, however, the distribution of stock in the transferee corporation must not be "essentially equivalent to a dividend";
otherwise the distribution is taxed under section 201 as an ordinary
dividend. A distribution is probably essentially equivalent to a divi-

82. The "active conduct of a trade or business" does not include the holding

for investment purposes of stock or securities. See Treas. Reg. §1.355-1 (c).
83. See ]ITTKER, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS 353-54 (1959); Knapp & Repetti, Problems in Distribution of Stock and
Securities of a Controlled Corporation, N.Y.U. 14TH INST. ON FED. TAX. 787, 806
(1956); Lyons, Corporate Separations Under the 1954 Code, 1959 TUL. TAx INsT.

574, 583.
84. See Revenue Act of 1924, ch. 234, §203 (c), 43 Stat. 256.
85. Chester E. Spangler, 18 T.C. 976, 988 (1952), acq., 1953-1 Cum. BULL. 6;
See Rev. Rul. 289, 1953-2 Cum. BuLL. 37 (the split-off is to be distinguished from

the spin-oft); Johnson,
285, 289-91 (1953).

Split-offs and Split-ups, N.Y.U.
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A transdend unless it results from a genuine corporate contraction.
shareholders
same
the
by
owned
fer of assets to another corporation
would not seem to be a corporate contraction as contemplated by
section 346. Yet in Bullock v. Comnmissioner- the proceeds of a sale
of assets to an affiliated corporation were distributed in redemption
of some stock in the selling corporation and the redemption was taxed
at capital gains rates under the predecessor of section 346. Several
other cases under the 1939 Code suggest that a nonqualifying split-off
s
In these cases, however,
would not necessarily be taxed as a dividend.
the courts were careful to stress that the transaction was not a mere
s
device for withdrawing earnings and profits. In Rufus Riddlesbarger,"
the Tax Court held a split-off to be a vehicle for conveying earnings
and profits to the stockholders and taxed the stock distribution as a
dividend. When the effect of a split-off is to isolate liquid assets in
a separate corporation as a step in bailing out its earnings and profits,
9
the situation is not unlike that in Helvering v. Gregory, " in which
the taxpayer unsuccessfully attempted to avoid dividend treatment by
channeling liquid assets through a newly created corporation established solely for that purpose. The Court held that the transaction
was "an elaborate and devious form of conveyance" having no business
or corporate purpose. The principles of this case would appear to
apply when there is a split-off of operating assets which isolates the
liquid assets in the old corporation. Such a transaction leaves the
taxpayer in a position to avoid dividend treatment by selling the
stock in the old corporation. The transaction, therefore, should not
qualify for capital gains treatment under section 346. Even though
the new corporation stock merely represents his prior ownership
interest in the operating assets, the taxpayer's receipt of this stock
should be taxed as essentially equivalent to a dividend.!,
The attempt to obtain capital gains treatment may also take the
form of a split-up of liquid and operating assets into separate corporations. The original corporation is then liquidated and stock in
the new corporations is distributed to the original shareholders. The
result is to leave the shareholders in a position to sell the shares in

86. See Treas. Reg. § 1.3.t6.1 (a) (2); Pennell, Divisive Reorganizations and Coy porate Contractions, 33 TAXES 924, 935 (1955).
87. 253 F.2d 715 (2(1 Cir. 1958), affirming 26 T.C. 276 (1956).
88. E.g., Rena B. Farr, 24 T.C. 350 (1955), acq., 1955-2 CuN. BULL. 6; Cheste,
E. Spangler, 18 T.C. 976 (1952), acq., 1953-1 Cui. BULL. 6; Thomas L. Williams.
12 CCH Tax Ct. Mem. 186 (1953).
89. 16 T.C. 820 (1951), rev'd, 200 F.2d 165 (7th Cir. 1952).

90. 293 U.S. 465 (1935). In the Gregory case marketable securities were transferred to a new corporation whose stock was distributed to the sole shareholder of
the transferor. The new corporation was then immediately liquidated.
91. See BITTKER, FFDERAL INCOMEI TAXATION OF CORPORATIONS \ND SHIRl-
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the new liquid-asset corporation at capital gains rates. Section 331
is prima facie applicable to the liquidation of the original corporation. But, as suggested above, the term "complete liquidation" does
not contemplate a transaction that effects no change in the ownership
and operation of the business enterprise. It certainly would be an
anomalous result, moreover, if a transaction excluded from section
355 as a device for withdrawing earnings and profits were to receive
capital gains treatment under section 331. Instead, the Commissioner
might reasonably disregard the transfer to the operating asset corporation and the distribution of its stock and simply tax the distribution
92
of stock in the liquid asset corporation as an ordinary dividend.
Alternatively, the Commissioner might elect to treat the transfer of
operating assets as an (E) or (F) reorganization, in which event
the stock in the liquid asset corporation would be taxed as boot.
Proposalsof the Subchapter C Advisory Group
Two arguments have been suggested in this article by which the
Commissioner may attack reincorporation transactions to prevent
the withdrawal of earnings and profits at capital gains rates: first,
that the liquidating distribution has the effect of a dividend; and,
second, that the transaction amounts to a reorganization, which
brings the boot provisions into play. The theory underlying these
arguments is essentially the same; namely, that the new corporation is
in substance a continuation of the old and that, except for the withdrawal of liquid assets, there has been no real change in the interests
of the shareholders. But a judicial attack on the problems of reincorporation has several shortcomings. There is no authority in the
statute to support the denial of liquidation treatment. And the (E)
and (F) reorganizations were never really intended to apply to reincorporations. Any solution in the courts may therefore necessitate
a somewhat strained statutory construction.
The Subchapter C Advisory Group has proposed a statutory solution to the problems of reincorporation.9 3 The proposal would revise

356 (1959); Johnson, supra note 85, at 304-5; Stinson, Some Subchapter C
Trouble Spots-After Two Years, 34 TAXES 890, 891-94 (1956).
92. See B=rER, op. cit. supra note 91, at 354-55; Knapp & Repetti, supra
note 83, at 806-7; Lyons, Some Problems in Corporate Separations Under the 1954
Code, 12 TAx L. REv. 15, 29-30 (1956).
93. The proposed amendments and an accompanying report were transmitted
to the House Ways and Means Committee. Hearings Before the House Committee
on Ways and Means, 85th Cong., 2d Sess., pt. 3, at 2439 (1958) [hereinafter cited as
1958 Hearings]. See MacLean, Problems of Reincorporation and Related Proposals of the Subchapter C Advisory Group, 13 TAx L. REv. 407, 419-33 (1958).
HOLDERs
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the definition of a (D) reorganization to read as follows:

4

"(D) LA] transfer . . . of all or part of the properties of one
corporation to another corporation [is a (D) reorganizationl
if (i) immediately after the transfer the corporation whose
properties are transferred or one or more of its shareholders,
or any combination thereof is in control of the acquiring
corporation,
(ii) . . . the corporation whose properties are transferred
is completely liquidated as part of the plan pursuant to which
the transfer is made (whether such complete liquidation precedes, accompanies, or follows the transfer), and
(iii) no part of such plan constitutes a distribution of stock
or securities to which section 355 (or so much of section 356
"
as relates to section 355) applies ....
The proposed statute would also eflect changes in other parts of
the reorganization sections to confine the operation of the (D) reorganization and its boot provision largely to reincorporations. By
bringing the boot provisions into play, results similar to those reached
under pre-1954 law could thereby be achieved. For example, a transfer by a corporation of its operating assets to a newly organized corporation in exchange for its stock followed by a liquidation of the
transferor would be treated as a (D) reorganization. The stock in
the new corporation would be received tax free and any boot would
be taxed as a dividend. The provision limiting dividend treatment to
the amount of gain realized, however, is not included in the Advisory
Group's proposal. - 5
The proposed (D) reorganization specifically states that the liquidation may precede the transfer of assets to another corporation.
Moreover, the requirement that the transfer of assets must be made
"by a corporation" is deleted from the introductory words of section
368 (a) (1) (D). Thus a reincorporation by the shareholders following
0
However,
a liquidation would also qualify as a (D) reorganization.
94. Proposed 1,\i. Ri-v. CODE §368 (a) (I) (D), 1958 Hearings 2485.
95. Proposed INT. Rvv. CODE §356 (b) (1) (A): "So much of such other propert)
or money received in exchange for stock as - (i) has the effect of a distribution of
a dividend shall be treated as a dividend to the recipient as provided in section
301 . . . ; (ii) has the effect of a distribution in redemption of stock under stock
302 (b) shall be treated as a distribution to the recipient as provided in section
302 (a); and (iii) has the effect of a distribution in partial liquidation tinder

section 346 shall be treated as a distribution to the recipient as provided in section
331 (a) (2) and (b)." 1958 Hearings 2481.
96. See Report of the Advisory Group on Subchapter C, 1958 Hearings 2562.
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the liquidation and reincorporation must be pursuant to a plan. In
cases like Mathis97 it would still be open to the taxpayer to claim
that the subsequent transfer was not part of a plan of liquidation and
reincorporation. The evidentiary factors seem to be the length
of time that the assets are retained before reincorporation and the extent to which the shareholders are free to otherwise dispose of them. 98
The language of the proposed (D) reorganization would also
reach the sale by a corporation of its operating assets to a newly
organized corporation controlled by the same shareholders, followed
by a liquidation of the selling corporation. As indicated above, section
856 (a) (2), as presently worded, is literally inapplicable unless the
property distributed by the liquidating corporation includes stock in
the transferee. The proposed boot provisions, however, apply even
when the property received "consists entirely of other property or
money." 9 But it is doubtful whether the proposed (D) reorganization would include a sale to an already existing corporation. Although
the statute itself makes no distinction when the sale is to a going
corporation, the only illustrations in the accompanying Advisory
Group Report involve sales to newly organized corporations. 100 A
sale of operating assets to an already existing corporation controlled
by the same shareholders followed by its liquidation has the effect of
withdrawing the earnings and profits of the liquidating corporation
while its business continues to operate in corporate form. The (D)
reorganization should therefore be construed to include this kind of
transaction so that the distribution of the liquidating corporation's
earnings and profits would be taxed as a dividend.
The proposed section 368 (a) (1) (D) requires a complete liquidation of the transferor corporation. It is therefore inapplicable to a
spin-off or split-off which fails to qualify under section 355. Like the
1954 Code, the Advisory Group's proposal does not expressly provide
for the treatment of excluded transactions. But the accompanying
report contains the statement that the "distributions would be taxable
as otherwise provided in section 301 . . . ."01 As indicated above, this
result should also be reached under the present Code. A split-up
which does not meet the requirements of section 355, however, would
qualify as a (D) reorganization. The stock which has the highest

97. 19 T.C. 1123 (1953), acq., 1953-2 Cuzr. BULL. 5.
98. See text at notes 24-28 supra.
99. "If . . . the property received in the exchange ... consists entirely of other
property or money, then no gain or loss shall be recognized to (and no amount
shall be includible in the income of) the recipient except to the extent provided
in subsection (b)." Proposed INT. REV. CODE §356 (a) (2) (B) (ii), 1958 Hearings 2481.
100. Report of the Advisory Group on Subchapter C, 1958 Hearings 2550.
101. Id. at 2547.
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fair market value will be received tax-free and any other stock will
be taxed as boot under section 356.102
The proposals submitted by the Subchapter C Advisory Group
deal specifically with most of the reincorporation problems discussed
in this article. They do not resolve all of the difficulties. But unlike
the present statutory framework, they would restore the (D) reorganization as an effective means of attacking reincorporations without
forced or artificial constructions of other statutory provisions.

Proposed INT. REv. CODE §354 (a) provides: "GENERAL RULE. - (1) IN GENNo gain or loss shall be recognized (and no amount shall be includible in
income) if stock or securities in a corporation a party to a reorganization are, in
pursuance of the plan of reorganization, exchanged solely for stock or securities in
such corporation or in another corporation a party to the reorganization. (2)
LIMITATION.- Paragraph (1) shall not apply if ... (B) in the case of an exchange
in pursuance of a plan of reorganization within the meaning of section 368 (a) (1)(D), there is received stock in more than one corporation a party to the reorganization." 1958 Hearings 2478. Proposed INr. REv. CoiE §356 (f) provides: "STOCK
IN Two OR MORE CORPORATIONS RECEIVED IN CERTAIN REORGANIZATIONS.If - (1)
section 354 would apply to an exchange in pursuance of a plan of reorganization
within the meaning of §368 (a) (1) (D) but for the fact that (2) the property received in the exchange consists of stock in more than one corporation a party to
the reorganization, then, for purposes of subsections (a) and (b) of this section.
the stock so received (of any such corporation) which has a fair market value
greater than the stock so received of any other such corporation or corporations
shall be treated as property permitted by §354 to be received without the recognition of gain or loss, and the stock so received of such other corporation or corporations shall be treated as other property." 1958 Hearings 2482.
102.
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